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July 7, 1967

The Honorable Wilbur D. Mills, Chairman
Ways and Means Committee
House of Representatives
Washington, D. C.
Dear Mr. Mills:

The committee on federal taxation of the Ameri
can Institute of Certified Public Accountants wishes to
express its support of the tax treatment of prepaid service
income which would be provided by the enactment of H. R.
5004, introduced by Mr. Herlong on February 7, 1967.

Our committee has maintained consistently that tax
able income should not include receipts which are burdened
with an obligation to render service beyond the taxable
year of receipt. A basic principle of accounting is that
Income is validated by the delivery of goods or services
accompanied by the receipt of cash or a claim for cash.
The present provisions of Internal Revenue Code
Section 455, dealing with prepaid subscription income and
Section 456, dealing with certain prepaid dues income recog
nize this principle. These Sections deal with certain
specialized business enterprises. Other taxpayers in similar
economic circumstances have not been afforded comparable
treatment. Further, the disparity between the present rules
for tax reporting of prepaid service income and acceptable
accounting treatment has created another area of difference in
financial and tax reporting.
Our recommendations for amendments to the Internal
Revenue Code, submitted to your Committee in June 1965, in
cluded a proposal for reenactment of the accounting principles
originally recognized in Section 452 (subsequently repealed.)
Our 1967 recommendations will continue to include this item.
This recommendation contemplates legislation which would
apply to all classes of unearned income receipts, including those
which are now the subject of Sections 455 and 456.
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In the absence of a general revision of the pro
visions affecting the taxation of unearned income, our
committee endorses the concepts contained in H.R. 5004 and
requests that your Committee act favorably on it.

One technical aspect of the Bill should be recon
sidered: Subsection (b)(2) of proposed Section 457 requires
that prepaid service income not previously included in
gross income "shall be included in gross income for the
taxable year" of death. This could create an undue hardship
in the case of death of an individual operating a business
as a sole proprietor.

In the case of a sole proprietorship, it is not
unlikely that the business will be discontinued upon the
death of the owner, necessitating some adjustments to
customers for services not rendered. Any deduction attributable
to these adjustments would be allowed only to the decedent's
estate and possibly be of no benefit. This hardship could
be eliminated by deleting proposed Section 457(b)(2) and
providing for a carryover of the obligation to report income
not previously included to a successor in interest performing
the services. An alternative would be to permit a deduction
for adjustments to customers in the final return of the
decedent.
We would be pleased to provide any amplification of
our comments and recommendations which you may deem necessary.

Very truly yours,

Donald T. Burns, General Chairman
Committee on Federal Taxation
cc: Members of the Committee on
Ways and Means

